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acquiree’s use of the proceeds of an eq-
uity investment by the investing com-
pany to effect certain actions, such as
the purchase and redemption of the
acquiree’s voting shares; and

(iii) The acquisition of more than 5
per cent of the voting shares of the
acquiree that ‘‘simultaneously’” with
their acquisition by the investing com-
pany become nonvoting shares, remain
nonvoting shares while held by the in-
vestor, and revert to voting shares
when transferred to a third party.

(e) Review by the Board. This state-
ment does not constitute the exclusive
scope of the Board’s concerns, nor are
the considerations with respect to con-
trol outlined in this statement an ex-
haustive catalog of permissible or im-
permissible arrangements. The Board
has instructed its staff to review agree-
ments of the kind discussed in this
statement and to bring to the Board’s
attention those that raise problems of
consistency with the Act. In this re-
gard, companies are requested to notify
the Board of the terms of such pro-
posed merger or asset acquisition
agreements or nonvoting equity invest-
ments prior to their execution or con-
summation.

[47 FR 30966, July 16, 1982]

§225.145 Limitations established by
the Competitive Equality Banking
Act of 1987 on the activities and
growth of nonbank banks.

(a) Introduction. Effective August 10,
1987, the Competitive Equality Banking
Act of 1987 (““CEBA’) redefined the
term “‘bank’ in the Bank Holding Com-
pany Act (““BHC Act” or “Act”) to in-
clude any bank the deposits of which
are insured by the Federal Deposit In-
surance Corporation as well as any
other institution that accepts demand
or checkable deposit accounts and is
engaged in the business of making
commercial loans. 12 U.S.C. 1841(c).
CEBA also contained a grandfather
provision for certain companies af-
fected by this redefinition. CEBA
amended section 4 of the BHC Act to
permit a company that on March 5,
1987, controlled a nonbank bank (an in-
stitution that became a bank as a re-
sult of enactment of CEBA) and that
was not a bank holding company on
August 9, 1987, to retain its nonbank
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bank and not be treated as a bank
holding company for purposes of the
BHC Act if the company and its sub-
sidiary nonbank bank observe certain
limitations imposed by CEBA.! Certain
of these limitations are codified in sec-
tion 4(f)(3) of the BHC Act and gen-
erally restrict nonbank banks from
commencing new activities or certain
cross-marketing activities with affili-
ates after March 5, 1987, or permitting
overdrafts for affiliates or incurring
overdrafts on behalf of affiliates at a
Federal Reserve Bank. 12 U.S.C.
1843(f)(3).2 The Board’s views regarding
the meaning and scope of these limita-
tions are set forth below and in provi-
sions of the Board’s Regulation Y (12
CFR 225.52).

(b) Congressional findings. (1) At the
outset, the Board notes that the scope
and application of the Act’s limitations
on nonbank banks must be guided by
the Congressional findings set out in
section 4(f)(3) of the BHC Act. Congress
was aware that these nonbank banks
had been acquired by companies that
engage in a wide range of nonbanking
activities, such as retailing and general
securities activities that are forbidden
to bank holding companies under sec-
tion 4 of the BHC Act. In section 4(f)(3),
Congress found that nonbank banks
controlled by grandfathered non-
banking companies may, because of
their relationships with affiliates, be
involved in conflicts of interest, con-
centration of resources, or other effects
adverse to bank safety and soundness.
Congress also found that nonbank
banks may be able to compete unfairly

112 U.S.C. 1843(f). Such a company is treat-
ed as a bank holding company, however, for
purposes of the anti-tying provisions in sec-
tion 106 of the BHC Act Amendments of 1970
(12 U.S.C. 1971 et seq.) and the insider lending
limitations of secton 22(h) of the Federal Re-
serve Act (12 U.S.C. 375b). The company is
also subject to certain examination and en-
forcement provisions to assure compliance
with CEBA.

2CEBA also prohibits, with certain limited
exceptions, a company controlling a grand-
fathered nonbank bank from acquiring con-
trol of an additional bank or thrift institu-
tion or acquiring, directly or indirectly after
March 5, 1987, more than 5 percent of the as-
sets or shares of a bank or thrift institution.
12 U.S.C. 1843(f)(2).

144



Federal Reserve System

against banks controlled by bank hold-
ing companies by combining banking
services with financial services not
permissible for bank holding compa-
nies. Section 4(f)(3) states that the pur-
pose of the nonbank bank limitations
is to minimize any such potential ad-
verse effects or inequities by restrict-
ing the activities of nonbank banks
until further Congressional action in
the area of bank powers could be un-
dertaken. Similarly, the Senate Report
accompanying CEBA states that the
restrictions CEBA places on nonbank
banks “‘will help prevent existing
nonbank banks from changing their
basic character * * * while Congress
considers proposals for comprehensive
legislation; from drastically eroding
the separation of banking and com-
merce; and from increasing the poten-
tial for unfair competition, conflicts of
interest, undue concentration of re-
sources, and other adverse effects.” S.
Rep. No. 100-19, 100th Cong., 1st Sess. 12
(1987). See also H. Rep. No. 100-261, 100th
Cong., 1st Sess. 124 (1987) (the ‘‘Con-
ference Report”’).

(2) Thus, Congress explicitly recog-
nized in the statute itself that non-
banking companies controlling grand-
fathered nonbank banks, which include
the many of the nation’s largest com-
mercial and financial organizations,
were being accorded a significant com-
petitive advantage that could not be
matched by bank holding companies
because of the general prohibition
against nonbanking activities in sec-
tion 4 of the BHC Act. Congress recog-
nized that this inequality in regulatory
approach could inflict serious competi-
tive harm on regulated bank holding
companies as the grandfathered enti-
ties sought to exploit potential
synergies between banking and com-
mercial products and services. See Con-
ference Report at 125-126. The basic and
stated purpose of the restrictions on
grandfathered nonbank banks is to
minimize these potential anticompeti-
tive effects.

(3) The Board believes that the spe-
cific CEBA limitations should be im-
plemented in light of these Congres-
sional findings and the legislative in-
tent reflected in the plain meaning of
the terms used in the statute. In those
instances when the language of the
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statute did not provide clear guidance,
legislative materials and the Congres-
sional intent manifested in the overall
statutory structure were considered.
The Board also notes that prior prece-
dent requires that grandfather excep-
tions in the BHC Act, such as the
nonbank bank limitations and particu-
larly the exceptions thereto, are to be
interpreted narrowly in order to ensure
the proper implementation of Congres-
sional intent.3

(c) Activity limitation—(1) Scope of ac-
tivity. (i) The first limitation estab-
lished under section 4(f)(3) provides
that a nonbank bank shall not “engage
in any activity in which such bank was
not lawfully engaged as of March 5,
1987.”” The term activity as used in this
provision of CEBA is not defined. The
structure and placement of the CEBA
activity restriction within section 4 of
the BHC Act and its legislative history
do, however, provide direction as to
certain transactions that Congress in-
tended to treat as separate activities,
thereby providing guidance as to the
meaning Congress intended to ascribe
to the term generally. First, it is clear
that the term activity was not meant to
refer to banking as a single activity.
To the contrary, the term must be
viewed as distinguishing between de-
posit taking and lending activities and
treating demand deposit-taking as a
separate activity from general deposit-
taking and commercial lending as sep-
arate from the general lending cat-
egory.

(if) Under the activity limitation, a
nonbank bank may engage only in ac-
tivities in which it was “‘lawfully en-
gaged’ as of March 5, 1987. As of that
date, a nonbank bank could not have
been engaged in both demand deposit-
taking and commercial lending activ-
ity without placing it and its parent
holding company in violation of the
BHC Act. Thus, under the activity lim-
itations, a nonbank bank could not
after March 5, 1987, commence the de-
mand deposit-taking or commercial
lending activity that it did not conduct
as of March 5, 1987. The debates and

3E.g., Maryland National Corporation, 73
Federal Reserve Bulletin 310, 313-314 (1987).
Cf., Spokane & Inland Empire Railroad Co. v.
United States, 241 U.S. 344, 350 (1915).
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Senate and Conference Reports on
CEBA confirm that Congress intended
the activity limitation to prevent a
grandfathered nonbank bank from con-
verting itself into a full-service bank
by both offering demand deposits and
engaging in the business of making
commercial loans.4 Thus, these types of
transactions provide a clear guide as to
the type of banking transactions that
would constitute activities under
CEBA and the degree of specificity in-
tended by Congress in interpreting that
term.

(iii) It is also clear that the activity
limitation was not intended simply to
prevent a nonbank bank from both ac-
cepting demand deposits and making
commercial loans; it has a broader
scope and purpose. If Congress had
meant the term to refer to just these
two activities, it would have used the
restriction it used in another section of
CEBA dealing with nonbank banks
owned by bank holding companies
which has this result, i.e., the nonbank
bank could not engage in any activity
that would have caused it to become a
bank under the prior bank definition in
the Act. See 12 U.S.C. 1843(g)(1)(A). In-
deed, an earlier version of CEBA under
consideration by the Senate Banking
Committee contained such a provision
for nonbank banks owned by commer-
cial holding companies, which was de-
leted in favor of the broader activity
limitation actually enacted. Commit-
tee Print No. 1, (Feb. 17, 1987). In this
regard, both the Senate Report and
Conference Report refer to demand de-
posit-taking and commercial lending
as examples of activities that could be
affected by the activity limitation, not
as the sole activities to be limited by
the provision.5

(iv) Finally, additional guidance as
to the meaning of the term activity is
provided by the statutory context in

4Conference Report at 124-25; S. Rep. No.
100-19 at 12, 32; H. Rep. No. 99-175, 99th Cong.,
1st Sess. 3 (1985) (‘‘the activities limitation is
to prevent an institution engaged in a lim-
ited range of functions from expanding into
new areas and becoming, in essence, a full-
service bank’); 133 Cong. Rec. S4054 (daily
ed. March 27, 1987); (Comments of Senator
Proxmire).

5Conference Report at 124-125; S. Rep. No.
100-19 at 32.
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which the term appears. The activity
limitation is contained in section 4 of
the BHC Act, which regulates the in-
vestments and activities of bank hold-
ing companies and their nonbank sub-
sidiaries. The Board believes it reason-
able to conclude that by placing the
CEBA activity limitation in section 4
of the BHC Act, Congress meant that
Board and judicial decisions regarding
the meaning of the term activity in that
section be looked to for guidance. This
is particularly appropriate given the
fact that grandfathered nonbank
banks, whether owned by bank holding
companies or unregulated holding com-
panies, were treated as nonbank com-
panies and not banks before enactment
of CEBA.

(v) This interpretation of the term
activity draws support from comments
by Senator Proxmire during the Sen-
ate’s consideration of the provision
that the term was not intended to
apply ‘““on a product-by-product, cus-
tomer-by-customer basis.”” 133 Cong.
Rec. S4054-5 (daily ed. March 27, 1987).
This is the same manner in which the
Board has interpreted the term activ-
ity in the nonbanking provision of sec-
tion 4 as referring to generic categories
of activities, not to discrete products
and services.

(vi) Accordingly, consistent with the
terms and purposes of the legislation
and the Congressional intent to mini-
mize unfair competition and the other
adverse effects set out in the CEBA
findings, the Board concludes that the
term activity as used in section 4(f)(3)
means any line of banking or non-
banking business. This definition does
not, however, envision a product-by-
product approach to the activity limi-
tation. The Board believes it would be
helpful to describe the application of
the activity limitation in the context
of the following major categories of ac-
tivities: deposit-taking, lending, trust,
and other activities engaged in by
banks.

(2) Deposit-taking activities. (i) With
respect to deposit-taking, the Board
believes that the activity limitation in
section 4(f)(3) generally refers to three
types of activity: demand deposit-tak-
ing; non-demand deposit-taking with a
third party payment capability; and
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time and savings deposit-taking with-
out third party payment powers. As
previously discussed, it is clear from
the terms and intent of CEBA that the
activity limitation would prevent, and
was designed to prevent, nonbank
banks that prior to the enactment of
CEBA had refrained from accepting de-
mand deposits in order to avoid cov-
erage as a bank under the BHC Act,
from starting to take these deposits
after enactment of CEBA and thus be-
coming full-service banks. Accord-
ingly, CEBA requires that the taking
of demand deposits be treated as a sep-
arate activity.

(if) The Board also considers non-
demand deposits withdrawable by
check or other similar means for pay-
ment to third parties or others to con-
stitute a separate line of business for
purposes of applying the activity limi-
tation. In this regard, the Board has
previously recognized that this line of
businesss constitutes a permissible but
separate activity under section 4 of the
BHC Act. Furthermore, the offering of
accounts with transaction capability
requires different expertise and sys-
tems than non-transaction deposit-tak-
ing and represented a distinct new ac-
tivity that traditionally separated
banks from thrift and similar institu-
tions.

(iii) Support for this view may also
be found in the House Banking Com-
mittee report on proposed legislation
prior to CEBA that contained a similar
prohibition on new activities for
nonbank banks. In discussing the ac-
tivity limitation, the report recognized
a distinction between demand deposits
and accounts with transaction capabil-
ity and those without transaction ca-
pability:

With respect to deposits, the Committee
recognizes that it is legitimate for an insti-
tution currently involved in offering demand
deposits or other third party transaction ac-
counts to make use of new technologies that
are in the process of replacing the existing
check-based, paper payment system. Again,
however, the Committee does not believe
that technology should be used as a lever for
an institution that was only incidentally in-
volved in the payment system to transform
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itself into a significant offeror of transaction
account capability.®

(iv) Finally, this distinction between
demand and nondemand checkable ac-
counts and accounts not subject to
withdrawal by check was specifically
recognized by Congress in the redefini-
tion of the term bank in CEBA to in-
clude an institution that takes demand
deposits or ‘‘deposits that the depositor
may withdraw by check or other means
for payment to third parties or others”
as well as in various exemptions from
that definition for trust companies,
credit card banks, and certain indus-
trial banks.”

(v) Thus, an institution that as of
March 5, 1987, offered only time and
savings accounts that were not
withdrawable by check for payment to
third parties could not thereafter begin
offering accounts with transaction ca-
pability, for example, NOW accounts or
other types of transaction accounts.

(3) Lending. As noted, the CEBA ac-
tivity limitation does not treat lending
as a single activity; it clearly distin-
guishes between commercial and other
types of lending. This distinction is
also reflected in the definition of bank
in the BHC Act in effect both prior to
and after enactment of CEBA as well as
in various of the exceptions from this
definition. In addition, commercial
lending is a specialized form of lending
involving different techniques and
analysis from other types of lending.
Based upon these factors, the Board
would view commercial lending as a
separate and distinct activity for pur-
poses of the activity limitation in sec-
tion 4(f)(3). The Board’s decisions under
section 4 of the BHC Act have not gen-
erally differentiated between types of
commercial lending, and thus the
Board would view commercial lending
as a single activity for purposes of
CEBA. Thus, a nonbank bank that
made commercial loans as of March 5,
1987, could make any type of commer-
cial loan thereafter.

(i) Commercial lending. For purposes
of the activity limitation, a commer-
cial loan is defined in accordance with
the Supreme Court’s decision in Board

6H. Rep. No. 99-175, 99th Cong., 1st Sess. 13
(1985).

7See 12 U.S.C. 1841(c)(2) (D), (F), (H), and
.
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of Governors v. Dimension Financial Cor-
poration, 474 U.S. 361 (1986), as a direct
loan to a business customer for the
purpose of providing funds for that cus-
tomer’s business. In this regard, the
Board notes that whether a particular
transaction is a commercial loan must
be determined not from the face of the
instrument, but from the application of
the definition of commercial loan in
the Dimension decision to that trans-
action. Thus, certain transactions of
the type mentioned in the Board’s rul-
ing at issue in Dimension and in the
Senate and Conference Reports in the
CEBA legislation® would be commer-
cial loans if they meet the test for
commercial loans established in Dimen-
sion. Under this test, a commercial
loan would not include, for example, an
open-market investment in a commer-
cial entity that does not involve a bor-
rower-lender relationship or negotia-
tion of credit terms, such as a money
market transaction.

(ii) Other lending. Based upon the
guidance in the Act as to the degree of
specificity required in applying the ac-
tivity limitation with respect to lend-
ing, the Board believes that, in addi-
tion to commercial lending, there are
three other types of lending activities:
consumer mortgage lending, consumer
credit card lending, and other con-
sumer lending. Mortgage lending and
credit card lending are recognized, dis-
crete lines of banking and business ac-
tivity, involving techniques and proc-
esses that are different from and more
specialized than those required for gen-
eral consumer lending. For example,
these activities are, in many cases,
conducted by specialized institutions,
such as mortgage companies and credit
card institutions, or through separate
organizational structures within an in-
stitution, particularly in the case of
mortgage lending. Additionally, the
Board’s decisions under section 4 of the
Act have recognized mortgage banking
and credit card lending as separate ac-
tivities for bank holding companies.
The Board’s Regulation Y reflects this
specialization, noting as examples of
permissible lending activity: consumer
finance, credit card and mortgage lend-

8S. Rep. No. 100-19 at 31; Conference Report
at 123.
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ing. 12 CFR 225.25(b)(1). Finally, CEBA
itself recognizes the specialized nature
of credit card lending by exempting an
institution specializing in that activity
from the bank definition. For purpose
of the activity limitation, a consumer
mortgage loan will mean any loan to
an individual that is secured by real es-
tate and that is not a commercial loan.
A credit card loan would be any loan
made to an individual by means of a
credit card that is not a commercial
loan.

(4) Trust activities. Under section 4 of
the Act, the Board has historically
treated trust activities as a single ac-
tivity and has not differentiated the
function on the basis of whether the
customer was an individual or a busi-
ness. See 12 CFR 225.25(b)(3). Similarly,
the trust company exemption from the
bank definition in CEBA makes no dis-
tinction between various types of trust
activities. Accordingly, the Board
would view trust activities as a sepa-
rate activity without additional dif-
ferentiation for purposes of the activ-
ity limitation in section 4(f)(3).

(5) Other activities. With respect to ac-
tivities other than the various tradi-
tional deposit-taking, lending or trust
activities, the Board believes it appro-
priate, for the reasons discussed above,
to apply the activity limitation in sec-
tion 4(f)(3) as the term activity gen-
erally applies in other provisions of
section 4 of the BHC Act. Thus, a
grandfathered nonbank bank could not,
for example, commence after March 5,
1987, any of the following activities
(unless it was engaged in such an activ-
ity as of that date): discount securities
brokerage, full-service securities bro-
kerage investment advisory services,
underwriting or dealing in government
securities as permissible for member
banks, foreign exchange transaction
services, real or personal property leas-
ing, courier services, data processing
for third parties, insurance agency ac-
tivities,® real estate development, real

91n this area, section 4 of the Act does not
treat all insurance agency activities as a sin-
gle activity. Thus, for example, the Act
treats the sale of credit-related life, accident
and health insurance as a separate activity
from general insurance agency activities.
See 12 U.S.C. 1843(c)(8).
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estate brokerage, real estate syndica-
tion, insurance underwriting, manage-
ment consulting, futures commission
merchant, or activities of the general
type listed in §225.25(b) of Regulation
Y

(6) Meaning of engaged in. In order to
be engaged in an activity, a nonbank
bank must demonstrate that it had a
program in place to provide a particu-
lar product or service included within
the grandfathered activity to a cus-
tomer and that it was in fact offering
the product or service to customers as
of March 5, 1987. Thus, a nonbank bank
is not engaged in an activity as of
March 5, 1987, if the product or service
in question was in a planning state as
of that date and had not been offered or
delivered to a customer. Consistent
with prior Board interpretations of the
term activity in the grandfather provi-
sions of section 4, the Board does not
believe that a company may be en-
gaged in an activity on the basis of a
single isolated transaction that was
not part of a program to offer the par-
ticular product or to conduct in the ac-
tivity on an ongoing basis. For exam-
ple, a nonbank bank that held an inter-
est in a single real estate project would
not thereby be engaged in real estate
development for purposes of this provi-
sion, unless evidence was presented in-
dicating the interest was held under a
program to commence a real estate de-
velopment business.

(7) Meaning of as of The Board be-
lieves that the grandfather date ‘‘as of
March 5, 1987 as used throughout sec-
tion 4(f)(3) should refer to activities en-
gaged in on March 5, 1987, or a reason-
ably short period preceding this date
not exceeding 13 months. 133 Cong. Rec.
S3957 (daily ed. March 26, 1987). (Re-
marks of Senators Dodd and Proxmire).
Activities that the institution had ter-
minated prior to March 5, 1988, how-
ever, would not be considered to have
been conducted or engaged in as of
March 5. For example, if within 13
months of March 5, 1987, the nonbank
bank had terminated its commercial
lending activity in order to avoid the
bank definition in the Act, the nonbank
bank could not recommence that activ-
ity after enactment of CEBA.

(d) Cross-marketing limitation—(1) In
general. Section 4(f)(3) also limits
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cross-marketing activities by nonbank
banks and their affiliates. Under this
provision, a nonbank bank may not
offer or market a product or service of
an affiliate unless the product or serv-
ice may be offered by bank holding
companies generally under section
4(c)(8) of the BHC Act. In addition, a
nonbank bank may not permit any of
its products or services to be offered or
marketed by or through a nonbank af-
filiate unless the affiliate engages only
in activities permissible for a bank
holding company under section 4(c)(8).
These limitations are subject to an ex-
ception for products or services that
were being so offered or marketed as of
March 5, 1987, but only in the same
manner in which they were being of-
fered or marketed as of that date.

(2) Examples of impermissible cross-mar-
keting. The Conference Report illus-
trates the application of this limita-
tion to the following two covered
transactions: (i) products and services
of an affiliate that bank holding com-
panies may not offer under the BHC
Act, and (ii) products and services of
the nonbank bank. In the first case,
the restrictions would prohibit, for ex-
ample, a company from marketing life
insurance or automotive supplies
through its affiliate nonbank bank be-
cause these products are not generally
permissible under the BHC Act. Con-
ference Report at 126. In the second
case, a nonbank bank may not permit
its products or services to be offered or
marketed through a life insurance af-
filiate or automobile parts retailer be-
cause these affiliates engage in activi-
ties prohibited under the BHC Act. Id.

(3) Permissible cross-marketing. On the
other hand, a nonbank bank could offer
to its customers consumer loans from
an affiliated mortgage banking or con-
sumer finance company. These affili-
ates could likewise offer their cus-
tomers the nonbank bank’s products or
services provided the affiliates engaged
only in activities permitted for bank
holding companies under the closely-
related-to-banking standard of section
4(c)(8) of the BHC Act. If the affiliate is
engaged in both permissible and imper-
missible activities within the meaning
of section 4(c)(8) of the BHC Act, how-
ever, the affiliate could not offer or
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market the nonbank bank’s products
or services.

(4) Product approach to cross-marketing
restriction. (i) Unlike the activity re-
strictions, the cross-marketing restric-
tions of CEBA apply by their terms to
individual products and services. Thus,
an affiliate of a nonbank bank that was
engaged in activities that are not per-
missible for bank holding companies
and that was marketing a particular
product or service of a nonbank bank
on the grandfather date could continue
to market that product and, as dis-
cussed below, could change the terms
and conditions of the loan. The
nonbank affiliate could not, however,
begin to offer or market another prod-
uct or service of the nonbank bank.

(ii) The Board believes that the term
product or service must be interpreted in
light of its accepted ordinary commer-
cial usage. In some instances, commer-
cial usage has identified a group of
products so closely related that they
constitute a product line (e.g., certifi-
cates of deposit) and differences in ver-
sions of the product (e.g., a one-year
certificate of deposit) simply represent
a difference in the terms of the prod-
uct.19 This approach is consistent with
the treatment in CEBA’s legislative
history of certificates of deposit as a
product line rather than each particu-
lar type of CD as a separate product.!!

(iii) In the area of consumer lending,
the Board believes the following pro-
vide examples of different consumer
loan products: mortgage loans to fi-
nance the purchase of the borrower’s
residence, unsecured consumer loans,
consumer installment loans secured by
the personal property to be purchased
(e.g. automobile, boat or home appli-
ance loans), or second mortgage

10 American Bankers Association, Banking
Terminology (1981).

11During the Senate debates on CEBA,
Senator Proxmire in response to a statement
from Senator Cranston that the joint-mar-
keting restrictions do not lock into place the
specific terms or conditions of the particular
grandfathered product or service, stated:

That is correct. For example, if a nonbank
bank was jointly marketing on March 5, 1987,
a 3 year, $5,000 certificate of deposit, this bill
would not prohibit offering in the same man-
ner a 1 year, $2,000 certificate of deposit with
a different interest rate. 133 Cong. Rec. S3959
(daily ed. March 26, 1987).
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loans.’2 Under this interpretation, a
nonbank bank that offered automobile
loans through a nonbank affiliate on
the grandfather date could market
boat loans, appliance loans or any type
of secured consumer installment loan
through that affiliate. It could not,
however, market unsecured consumer
loans, home mortgage loans or other
types of consumer loans.

(iv) In other areas, the Board believes
that the determination as to what con-
stitutes a product or service should be
made on a case-by-case basis consistent
with the principles that the terms
product or service must be interpreted in
accordance with their ordinary com-
mercial usage and must be narrower in
scope than the definition of activity.
Essentially, the concept applied in this
analysis is one of permitting the con-
tinuation of the specific product mar-
keting activity that was undertaken as
of March 5, 1987. Thus, for example,
while insurance underwriting may con-
stitute a separate activity under
CEBA, a nonbank bank could not mar-
ket a life insurance policy issued by
the affiliate if on the grandfather date
it had only marketed homeowners’
policies issued by the affiliate.

(5) Change in terms and conditions per-
mitted. (i) The cross-marketing restric-
tions would not limit the ability of the
institution to change the specific
terms and conditions of a particular
grandfathered product or service. The
Conference Report indicates a legisla-
tive intent not to lock into place the
specific terms or conditions of a grand-
fathered product or service. Conference
Report at 126. For example, a nonbank
bank marketing a three-year, $5,000
certificate of deposit through an affili-
ate under the exemption could offer a
one-year $2,000 certificate of deposit
with a different interest rate after the
grandfather date. See footnote 11 above.

121n this regard, the Supreme Court in
United States v. Philadelphia National Bank,
noted that ‘‘the principal banking products
are of course various types of credit, for ex-
ample: unsecured personal and business
loans, mortgage loans, loans secured by secu-
rities or accounts receivable, automobile in-
stallment and consumer goods, installment
loans, tuition financing, bank credit cards,
revolving credit funds.”” 374 U.S. 321, 326 n.5
(1963).
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Modifications that alter the type of
product, however, are not permitted.
Thus, a nonbank bank that marketed
through affiliates on March 5, 1987,
only certificates of deposit could not
commence marketing MMDA'’s or NOW
accounts after the grandfather date.

(i) General changes in the character
of the product or service as the result
of market or technological innovation
are similarly permitted to the extent
that they do not transform a grand-
fathered product into a new product.
Thus, an unsecured line of credit could
not be modified to include a lien on the
borrower’s residence without becoming
a new product.

(6) Meaning of offer or market. In the
Board’s opinion, the terms offer or mar-
ket in the cross-marketing restrictions
refer to the presentation to a customer
of an institution’s products or service
through any type of program, including
telemarketing, advertising brochures,
direct mailing, personal solicitation,
customer referrals, or joint-marketing
agreements or presentations. An insti-
tution must have offered or actually
marketed the product or service on
March 5 or shortly before that date (as
discussed above) to qualify for the
grandfather privilege. Thus, if the
cross-marketing program was in the
planning stage on March 5, 1987, the
program would not quality for grand-
father treatment under CEBA.

(7) Limitations on cross-marketing to in
the same manner. (i) The cross-market-
ing restriction in section 4(f)(3) con-
tains a grandfather provision that per-
mits products or services that would
otherwise be prohibited from being of-
fered or marketed under the provision
to continue to be offered or marketed
by a particular entity if the products
or services were being so offered or
marketed as of March 5, 1987, but “only
in the same manner in which they were
being offered or marketed as of that
date.” Thus, to qualify for the grand-
father provision, the manner of offer-
ing or marketing the otherwise prohib-
ited product or service must remain
the same as on the grandfather date.

(ii) In interpreting this provision, the
Board notes that Congress designed the
joint-marketing restrictions to prevent
the significant risk to the public posed
by the conduct of such activities by in-
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sured banks affiliated with companies
engaged in general commerce, to en-
sure objectivity in the credit-granting
process and to ‘“‘minimize the unfair
competitive advantage that grand-
fathered commercial companies owning
nonbank banks might otherwise engage
over regulated bank holding companies
and our competing commercial compa-
nies that have no subsidiary bank.”
Conference Report at 125-126. The
Board believes that determinations re-
garding the manner of cross-marketing
of a particular product or service may
best be accomplished by applying the
limitation to the particular facts in
each case consistent with the stated
purpose of this provision of CEBA and
the general principle that grandfather
restrictions and exceptions to general
prohibitions must be narrowly con-
strued in order to prevent the excep-
tion from nullifying the rule. Essen-
tially, as in the scope of the term
““product or service’’, the guiding prin-
ciple of Congressional intent with re-
spect to this term is to permit only the
continuation of the specific types of
cross-marketing activity that were un-
dertaken as of March 5, 1987.

(8) Eligibility for cross-marketing grand-
father exemption. The Conference Re-
port also clarifies that entitlement to
an exemption to continue to cross-mar-
ket products and services otherwise
prohibited by the statute applies only
to the specific company that was en-
gaged in the activity as of March 5,
1987. Conference Report at 126. Thus, an
affiliate that was not engaged in cross-
marketing products or services as of
the grandfather date may not com-
mence these activities under the ex-
emption even if such activities were
being conducted by another affiliate.
Id.; see also S. Rep. No. 100-19 at 33-34.

(e) Eligibility = for  grandfathered
nonbank bank status. In reviewing the
reports required by CEBA, the Board
notes that a number of institutions
that had not commenced business oper-
ations on August 10, 1987, the date of
enactment of CEBA, claimed grand-
father privileges under section 4(f)(3) of
CEBA. To qualify for grandfather privi-
leges under section 4(f)(3), the institu-
tion must have ‘“‘bec[o]lme a bank as a
result of the enactment of [CEBA]’’ and
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must have been controlled by a non-
banking company on March 5, 1987. 12
U.S.C. 1843(f)(1)(A). An institution that
did not have FDIC insurance on August
10, 1987, and that did not accept de-
mand deposits or transaction accounts
or engage in the business of commer-
cial lending on that date, would not
have become a bank as a result of en-
actment of CEBA. Thus, institutions
that had not commenced operations on
August 10, 1987, could not qualify for
grandfather privileges under section
4(f)(3) of CEBA. This view is supported
by the activity limitations of section
4(H)(3), which, as noted, limit the ac-
tivities of grandfathered nonbank
banks to those in which they were law-
fully engaged as of March 5, 1987. A
nonbank bank that had not commenced
conducting business activities on
March 5, 1987, could not after enact-
ment of CEBA engage in any activities
under this provision.

[Reg. Y, 53 FR 37746, Sept. 28, 1988, as amend-
ed by Reg. Y, 62 FR 9343, Feb. 28, 1997]

CONDITIONS TO ORDERS

§225.200 Conditions to Board's section
20 orders.

(a) Introduction. Under section 20 of
the Glass-Steagall Act (12 U.S.C. 377)
and section 4(c)(8) of the Bank Holding
Company Act (12 U.S.C. 1843(c)(8)), a
nonbank subsidiary of a bank holding
company may to a limited extent un-
derwrite and deal in securities for
which underwriting and dealing by a
member bank is prohibited. Pursuant
to the Securities Act of 1933 and the
Securities Exchange Act of 1934, these
so-called section 20 subsidiaries are re-
quired to register with the SEC as
broker-dealers and are subject to all
the financial reporting, anti-fraud and
financial responsibility rules applica-
ble to broker-dealers. In addition,
transactions between insured deposi-
tory institutions and their section 20
affiliates are restricted by sections 23A
and 23B of the Federal Reserve Act (12
U.S.C. 371c and 371c-1). The Board ex-
pects a section 20 subsidiary, like any
other subsidiary of a bank holding
company, to be operated prudently.
Doing so would include observing cor-
porate formalities (such as the mainte-
nance of separate accounting and cor-

12 CFR Ch. I (1-1-98 Edition)

porate records), and instituting appro-
priate risk management, including
independent trading and exposure lim-
its consistent with parent company
guidelines.

(b) Conditions. As a condition of each
order approving establishment of a sec-
tion 20 subsidiary, a bank holding com-
pany shall comply with the following
conditions.

(1) Capital. (i) A bank holding com-
pany shall maintain adequate capital
on a fully consolidated basis. If operat-
ing a section 20 authorized to under-
write and deal in all types of debt and
equity securities, a bank holding com-
pany shall maintain strong capital on a
fully consolidated basis.

(i) In the event that a bank or thrift
affiliate of a section 20 subsidiary shall
become less than well capitalized (as
defined in section 38 of the Federal De-
posit Insurance Act, 12 U.S.C. 1831l0),
and the bank holding company shall
fail to restore it promptly to the well
capitalized level, the Board may, in its
discretion, reimpose the funding, credit
extension and credit enhancement fire-
walls contained in its 1989 order allow-
ing underwriting and dealing in bank-
ineligible securities,! or order the bank
holding company to divest the section
20 subsidiary.

(iii) A foreign bank that operates a
branch or agency in the United States
shall maintain strong capital on a fully
consolidated basis at levels above the
minimum levels required by the Basle
Capital Accord. In the event that the
Board determines that the foreign
bank’s capital has fallen below these
levels and the foreign bank fails to re-
store its capital position promptly, the
Board may, in its discretion, reimpose
the funding, credit extension and credit
enhancement firewalls contained in its
1990 order allowing foreign banks to
underwrite and deal in bank-ineligible
securities,? or order the foreign bank to
divest the section 20 subsidiary.

1Firewalls 5-8, 19, 21 and 22 of J.P. Morgan
& Co., The Chase Manhattan Corp., Bankers
Trust New York Corp., Citicorp, and Security
Pacific Corp., 75 Federal Reserve Bulletin 192,
214-16 (1989).

2Firewalls 5-8, 19, 21 and 22 of Canadian Im-
perial Bank of Commerce, The Royal Bank of
Canada, Barclays PLC and Barclays Bank
PLC, 76 Federal Reserve Bulletin 158, (1990).
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